VRS Oversight Report No. 7

JOINT LEGISLATIVE AUDIT
& RevieEw CoMMISSION

OF THE VIRGINIA GENERAL ASSEMBLY

January 1997

Review of VRS Fiduciary Responsibility and Liability

Quick Summary and Contents

Definition and Performance of Board’s Fiduciary Responsibility ..........cccccevininiennee. Page 3
The VRS Board is the only named fiduciary, but other entities and individuals might have
fiduciary responsibilities. To improve the Board's capability to monitor the investment
program, JLARC recommends that it consider appointing another trustee to each of its
advisory committees, and that it receive the same performance report that is provided to the
IAC. The General Assembly may wish to consider legislation to define fiduciary designa-
tions and responsibilities.

Risk of Potential Liability t0 VRS TIUSLEES .......cceieeieieteeseseeee st Page 9
Theoverall liability risk for VRStrusteesappearsminimal. A VRS consultant hasidentified
potential environmental liability problems within the real estate investment program.
JLARC recommends that VRS consider reviewing its environmental evaluation practices
used in making real estate investments.

Sources of Liability Protection Availableto VRS........ccceieeie v Page 12
VRS trustees receive a reasonable degree of protection from several sources, including
statutory provisions, the State’' s risk management plan, and liability insurance. Provision of
legal representation during criminal proceedingsis not availableto the VRS Board. Given
theuniquenatureof itsrolein Stategovernment, the General Assembly may wishtoauthorize
VRS to retain special legal counsel for criminal proceedingsin certain circumstances.

Profile: Virginia Retirement System | nvestments

Market Value of Assets: $22.09 billion ‘

Total Returnon Invesments |
Number of External Managers. 70

(Time Periods Ending 6/30/96) |

Number of External Investment Accounts, ‘10 years | byears | 3years | 1year
Direct Investments, and Partner ships: 104 0 0 o o
FY 1996 I nvestment Expenses. $54.7 Million 105% | 118% | 12.1% | 18.2%

Number of VRS Investment Staff: 21 positions (3 vacancies)
Ratio of Activeto Retired Members. 3.3 Ratio of VRS Revenuesto Expenses: 3.2

I nvestment Policy Indicator s (asof June 30, 199)

Asset Allocation Where | nvested Type of Management
(% of Total Assets) (% of Asset Class) (% of Asset Class)
Asset Class Target Actual* Domestic I nter national Active Passive
Equity 70% 72.1% 81% 19% 49% 51%
Fixed Income 21% 20.6% 98% 2% 65% 35%
Real Estate 9% 6.7% 100% 0% 69% 31%

*Of total assets, 0.7% was cash.




January 1997

Review of VRS Fiduciary Responsibility and Liability

H INTRODUCTION %

Sincethe appointment of the VirginiaRetirement
System Board of Trustees (the Board) in March 1994,
the potential for personal liability resulting from deci-
sions made in administering the investment program
hasbeen aconcernwithin VRS. While precipitated by
two specific factors, these concerns are related to two
broader questions. First, what are the rules and stan-
dards by which the prudence of VRS investment deci-
sionswill be judged? Second, to what extent will the
State support and defend, if necessary, investment
decisions made by the VRS Board?

One specific factor which generated concern was
arecently concluded criminal investigation by afederal
grand jury regarding the acquisition of the RF& P Cor-
poration by the prior VRS Board. During that investi-
gation, two former trustees and a former director in-
curred substantial personal legal expenses, despite the
fact that they werenever charged with any wrongdoing.
This situation created concerns among some current
trustees regarding the adequacy of their potential legal
representation.

Another specific factor which created liability
concerns was the anticipation of a possible downward
correctioninthevalue of the public equity marketsand
a corresponding reduction in the value of the VRS
portfolio. In the event of such a reduction in value,
someindividualswithin VRS have expressed concerns
that they could be held personally liable for the loss.
VRS has a seventy percent allocation to equity invest-
ments. Among 51 state-sponsored public employee
retirement systemssurveyed by JLARC staff, VRShas
the third highest percentage of fund assets allocated to
equity investments.

Therearesevera statutory provisionsand admin-
istrative mechanisms currently in place in Virginia
which provide a degree of protection to VRS trustees
from the risk of potential personal liability. These
include the statutory prudence standard, the statutory
tort claims act, the State' s risk management plan, and
the Board's fiduciary liability insurance policy. In
termsof thetypeand level of protection providedtothe
VRS Board, each of these have both strengths and
weaknesses. Virginiaissimilar to many other statesin
thetypesof protectionsthat it providestoitsretirement
system trustees. However, VRS isone of arelatively
few state-sponsored public employee retirement sys-
temswith afiduciary liability insurance policy. Onthe
other hand, several other states do provide explicit
statutory immunity from liability for their retirement
system trustees provided that they act in good faith and
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do not knowingly, willfully, or maliciously engage in
improper conduct. Thisisarguably an easier standard
for atrustee to satisfy than the prudent expert standard
required for VRS.

The potentia personal liability of pension fund
fiduciaries presents a delicate public policy issue. On
onehand, thepotential for personal liability needstobe
real and significant enough to help ensure the board’s
continued prudent, careful performance of itsfiduciary
responsibilities on behaf of the VRS members and
beneficiaries. Onthe other hand, the potential liability
should not be so excessive that the recruitment and
retention of qualified, talented individualsfor the VRS
Board, its advisory committees, or staff is harmed.
Giventhe nature of risk faced by VRStrustees, and the
range of protections already in place, the potential for
personal liability does not appear to be excessive,
burdensome or oppressive. However, certain statutory
changes could be considered in order to improve and
clarify the legal framework regulating VRS fiduciary
responsibility and liability.

Mandate and Approach for the Review

The Virginia Retirement System Oversight Act
(Section 30-78 of the Code of Virginia) requires the
preparation of asemi-annual report onthe VRSinvest-
ment program. The Oversight Act also authorizes
JLARC toreview and evaluatethe structureand gover-
nanceof theretirement system. Inresponseto concerns
regarding fiduciary responsibility and liability issues
raised by VRS over the past two years, JLARC staff

VRS Oversight Report is published periodically by the
JointLegislative Auditand Review Commission (JLARC)
in fulfilment of Section 30-78 et seq. of the Code of
Virginia. This statute requires JLARC to provide the
General Assembly with oversight capability concern-
ing the Virginia Retirement System (VRS), and to regu-
larly update the Legislature on oversight findings.

JLARC Staff Assignhed to VRS Oversight:
Glen S. Tittermary, Senior Division Chief
Joseph J. Hilbert, Principal Legislative Analyst

John W. Long, VRS Oversight Report Editor

The Joint Legislative Audit & Review Commission
Suite 1100, General Assembly Building

Capitol Square, Richmond, Virginia 23219

(804) 786-1258 Fax: 371-0101




proposed to the Commission at its May 1996 meeting
that it examinetheseissues. The Commission directed
JLARC staff to proceed with the review at that time.

Giventheconcernsexpressed by VRS, thereview
was designed to evaluate the adequacy of the current
statutory and administrativeframework regulating VRS
fiduciary responsibility and liability. Therefore, the
review examined the following four issues:

* Are the Board's fiduciary responsibilities
clearly defined and understood?

» What is the nature of the potential personal
liahility risk faced by the VRS trustees?

» Towhat extentisthe potential personal liabil-
ity risk reasonably and effectively mitigated
through current statutory provisions and ad-
mini strative mechanisms?

 Should any additional protections against the
risk of potential persona liability be pro-
vided?

Severa research activities were performed to
examine each of these issues. These included struc-
tured interviews with VRS trustees, advisory commit-
tee members and management. Interviews were also
conductedwith staff fromtheAttorney General’ s(AG’s)
office and the State Division of Risk Management
(DRM) within the Department of General Services.
Expertsinthefield of pension fund fiduciary responsi-
bility were also interviewed. JLARC staff also sur-
veyed other public employee retirement systems, re-
viewed retirement statutesfor each of the 50 states, and
performed other legal research and document reviews.
JLARC staff also attended meetings of the VRS Board
and its advisory committees.

_| DEFINITION AND PERFORMANCE OF THE | _
BOARD’SFIDUCIARY RESPONSBILITY

Theterms*fiduciary” and*“fiduciary responsibil-
ity” can be defined in avariety of ways. The range of
definitionsall tend to involvethree concepts: (1) funds
are held by one party (the fiduciary) for the ultimate
benefit of another (thebeneficiary); (2) trust, faith, and
reliancethat thebeneficiary placesinthefiduciary; and
(3) loyalty that thefiduciary displaystoward the benefi-
ciary. Asit pertainsto the VRS Board, the definition
of fiduciary responsibility within the Code of Virginia
tends to be rather limited and vague.

In order to fulfill its fiduciary responsibility as
trustee of the VRSfunds, theVRSBoardistheultimate
investment decisionmaker for theretirement system. In
practice, within the context of its overall investment
policy, the Board has delegated substantial
decisionmaking responsibility to the VRS Chief In-
vestment Officer (Cl10O). However, that del egation does
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not relievetheVRSBoard of theultimateresponsibility
for the outcomesof thosedecisions. Consequently, the
need for the Board to effectively monitor and oversee
the operations of the investment program is of the
utmost importance.

VRS Board Isthe Only Named Fiduciary
of the Retirement System

Title 51.1 of the Code of Virginia contains afew
provisions which make clear the fact that the VRS
Board is the fiduciary of the pension fund:

To assist the Board of Trustees in fulfilling its
fiduciary duty as trustee of the funds of the Vir-
giniaRetirement System, the Board shall employ
achief investment officer....[ Section51.1-124.24]

Tofurther assisttheBoard of Trusteesinfulfilling
its fiduciary duty as trustee of the funds of the
Retirement System, the Board shall immediately
elect an Investment Advisory Committee and a
Real Estate Advisory Committee....[Section51.1-
124.26]

The Board shall be the trustee of the funds of the
Retirement System that it administers....[ Section
51.1-124.30]

Thereisno further discussionin Title51.1 of the
Code of Virginia concerning who is or is not a VRS
fiduciary, or who hasor doesnot havefiduciary respon-
sibilities.

Other FiduciariesWithin VRS. Accordingtothe
VRS director and the CIO, other entities within VRS
havefiduciary responsibilities. TheseincludetheVRS
director, CIO, IAC members, REAC members, exter-
nal investment managers, and some internal VRS in-
vestment staff by virtue of their responsibilities and
authority. Thisopinionisentirely reasonable, giventhe
delegation of responsibilities within VRS, and given
the realities — including the prevalence of team and
group-based decisionmaking — of administering a$22
billion pension fund. However, the imposition of
fiduciary responsibility principles in light of these
group dynamicsisunclear. For example, noneof these
individual sarerecognized asfiduciaries, nor givenany
fiduciary responsibilities, by statute. Moreover, the
extent to which any of theseindividualshaveexplicitly
acknowledged, in writing, afiduciary responsibility to
VRSisuncertain. Neverthel ess, giventhelack of speci-
ficityinTitle51.1 of theCodeof Virginia, acourtof law
could possibly find, relying on precedent from the
commonlaw of trustsand thefederal Employee Retire-
ment Income Security Act (ERISA), that suchindividu-
alsand entities have fiduciary responsibilitiesto VRS.
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UniformManagement of Public EmployeesPen-
sion Fund Act. As part of its continuing effort to
discourage federal preemption of state laws, the Na-
tional Conference of Commissionerson Uniform State
Laws (NCCUSL) isdrafting model legislation for the
management of public pension funds (the Uniform
Act). NCCUSL notesthat publicfundsareregul ated by
laws in each state, which vary considerably across
states and have often failed to keep pace with modern
investment practices. NCCUSL hopes that its model
act, whichisstill in draft form, will modernize, clarify
and make uniform the rulesgoverning the management
of publicretirement systems. Thiseffort beganin1991.
TheNCCUSL expectsto approveafina version of the
Uniform Act in the summer of 1997.

Among the Uniform Act’s many provisions are
definitions of “fiduciary” and “trustee.” The Uniform
Actdefinesafiduciary inthesameway asdoesERISA:

[A] person who exercises any discretionary au-
thority to manage the operation and administra-
tion of a retirement system or any authority to
invest or manage assets of the system, or who
rendersinvestment advice for afee or other com-
pensation, direct or indirect, with respect to the
assets of the system, or has any authority or
responsibility to do so.

The Uniform Act definestrustee as* one or more
individual swho have the ultimate authority to manage
the operation and administration of aretirement system
or toinvest or manage assetsof thesystem.” Under this
definition, trustees are a subset of a larger group of
fiduciaries.

Thereshould not beany vaguenessor uncertainty
concerning VRSfiduciary designations— they should
be clear and unambiguous. A lack of clarity and
ambiguity in naming fiduciaries and defining their
responsibilities could promote uncertainty and harm
accountability withinthe system’ sgoverning structure.
If it isthe General Assembly’sintent to recognize and
define certain fiduciary responsibilitiesresiding some-
where other than on the Board, it may wish to provide
for thisin statute. This above-mentioned provision of
the Uniform Act could be used asamodel. However,
statutory language expanding the designation of fidu-
ciary status and responsibility beyond the Board — as
anumber of other stateshavedone—wouldlikely have
liability and accountability implicationsfor thesystem’s
governing structure.

Recommendation (1): The General Assembly
may wish to closely monitor the work of the National
Conferenceof Commissionerson Uniform StateL aws
in drafting the Uniform Management of Public Pen-
sion Funds Act. Based on further review of the
Uniform Act, the General Assembly may wish to
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consider the development of legislation which would
affirmatively state and define fiduciary designations
within the Virginia Retirement System.

Prudent Expert Standard of Care Governs
VRS Fiduciary Conduct

Virtually every state retirement system uses a
prudence rule asits standard for governing the invest-
ment of assets by trustees and other fiduciaries. Over
the past several years, states have been revising the
prudence rules that govern the management of their
public employee retirement systems. Typically, these
changeshave consisted of replacing the prudent person
language with the more stringent prudent expert lan-
guage contained in ERISA.

Virginia’'s Statutory Prudence Standard. Sec-
tion51.1-124.30 of the Codeof Virginiaidentifieswhat
istheBoard’ ssinglegreatest responsibility. According
to the statute, the Board shall:

dischargeitsdutieswith respect to the Retirement
System solely in the interest of the beneficiaries
thereof and shall invest the assets of the Retire-
ment System with care, skill, prudence, and dili-
gence under the circumstances then prevailing
that a prudent person acting in alike capacity and
familiar with such matters would use in the con-
duct of alike character and with like aims.

This prudence standard is referred to as the pru-
dent expert (or prudent investor) standard. Thisversion
of theprudencestandard, whichisalsofoundin ERISA,
serves asaguideto VRS trustees, advisory committee
members, and staff concerning expectations for the
management and administration of the system. This
standard also serves as alegal basis for accountability
and potential liability for the system'’ sfiduciaries.

Useof Prudent Expert Standard Recommended
by Bear Stearns. The applicability of the prudent
expert standard to VRS isaresult of a1993 review of
theVRSinvestment program conducted by L ARC and
itsinvestment consultant, Bear Stearns Fiduciary Ser-
vices, Inc. (Bear Stearns.) Based on its review, Bear
Stearns recommended that the prudent expert standard
replacethelessstringent prudent person standard. Bear
Stearns stated that the prudent expert standard would
provide VRSwith “theflexibility needed to accommo-
date modern portfolio theory and new investment in-
struments, but only so far as prudent.”

Prudent Expert Standard Widely Used by Other
States. Virtualy every state employee retirement sys-
tem uses some form of the prudence standard, usually
asastatutory requirement. Theprudent expert standard
is the single most frequently employed version of the
standard, used by 23 of the 50 states. Moreover, the
prudent expert standard isbeing adopted by stateswith




increasing frequency. Since 1990 11 states, including
Virginia, have adopted the prudent expert standard.

Statutory Guidance for Interpreting the Pru-
dence Standard. The public employee retirement
statutesof most states, including Virginia, providelittle
if any guidanceto interpreting the practical meaning or
intent of the prudence standard. In contrast, the Uni-
form Act specifiesgeneral fiduciary duties, investment
and asset management fiduciary duties, establishes a
test of compliance with those duties, and poses a
standard for determining personal fiduciary liability.
Table1 summarizeskey provisionsof the Uniform Act
pertaining to prudent expert standard of care.

A few states, particularly Minnesota, Missouri,
and Utah, provide rather extensive statutory guidance
to their prudence standards. The provisions of these
three states closely resemble, in several ways, the
provisions of the Uniform Act. For example, the Utah
statute states that a trustee shall manage trust fund
assets “as a prudent investor,” and then proceeds to
define what that means.

In its 1993 report, Bear Stearns stated that the
General Assembly could choose to provide statutory
guidancefor interpreting the prudent investor standard:

Assuming the Virginia Legislature adopted stan-
dardscomparableto ERISA, itisimpossibleinthe
abstract to predict whether or to what extent the
state courtswould actually refer to such caselaw;
but if any legislation is adopted, the Legislature
could choose to provide direction in this regard.

All of theVRStrusteesstated to JLARC staff that
they believe they have an adequate understanding of
what the prudent expert standard of care requires in
practice. One trustee, while stating that he personally
has an adequate understanding of the standard, does
have some doubts about the Board's overall under-
standing of the standard:

| doubt anyone on the Board fully understandsaall
of thetechnicalitiesthat areinvolved. I1twould be
in the best interests of each of the trusteesif they
had abetter legal understanding of prudence stan-
dard requirements.

Additional statutory guidance could promote a better
senseof awarenessamong theV RStrusteesconcerning
the General Assembly’s intent and expectations con-
cerning application of the prudent expert standard.
Recommendation (2). The General Assembly
may wish to closely monitor the work of the National
Conferenceof Commissionerson Uniform StateL aws
in drafting the Uniform Management of Public Pen-
sion Funds Act. Based on further review of the
Uniform Act, the General Assembly may wish to
consider the development of legislation to provide
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guidanceto the statutory prudent expert standard by
affirmatively defining fiduciary responsibilities.

VRS Board Has Delegated Substantial
I nvestment Responsibilitiesto Cl1O

From the time of its appointment in March 1994,
the VRS Board hasfavored an macro-level approachto
overseeing and directing theinvestment program. The
Board does not want to micro-manage the investment
program. Under this type of approach, broad policy
issues, such as the fund’s asset allocation, are deter-
mined by the Board. Virtually all other investment
decisions— particularly the hiring and firing of exter-
nal investment managers — are delegated to the CIO.
Delegationof variousinvestment responsibilitieswithin
a$22 billion fund isentirely appropriate. However, as
the only named fiduciary of the retirement system, the
Board can not delegate its ultimate responsibility for
the results of decisions made by others.

ClO’'s Delegated Investment Decisionmaking
Authority. According to IAC policy guidelines, the
following decisions are made by the CIO, based on
recommendation of the |AC and subject to review and
oversight by the Board:

» determination of target allocation within
ranges,

* approval of proposed program structure —
including active, passive, internal and exter-
nal investment management approaches,

* hiring and firing external managers, and

* hiring and firing consultants.

According to REAC guidelines, the following
decisionsare made by the C1O, with the concurrence of
the REAC, and subject to review by the Board:

» determination of target allocation within
ranges,

* purchase of a 100 percent interest in a real
estate property,

* hiring and firing managers, and

* hiring and firing consultants.

Prior VRS Delegation of Investment
Decisonmaking Authority. A previouspolicy decision
of the VRS Board to delegate substantial investment
decisionmaking authority to the IAC was rescinded in
December 1995inresponsetotwol egislativeconcerns.
First, the General Assembly intended for the IAC and
REAC to be purely advisory in nature. The Code of
Virginia does not authorize either advisory committee
to make investment decisions on behalf of VRS. Sec-
ond, IAC and REAC members are required only to
comply with the financial disclosure provisions of the
State and Local Government Conflict of Interest Act
(Section 2.1-639 et seq. of the Code of Virginia.)
Advisory committee membersare not required to com-
ply with the contract and transaction prohibition provi-
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General Provision

Detall

Definition of
Fiduciary

1) A personwho exercises any discretionary authority to manage the operation and administra-
tion of a retirement system

2) Apersonwho exercises any discretionary authority to invest or manage assets of a retirement
system

3) Apersonwho renders investment advice for a fee or other direct or indirect compensation with
respect to assets of a retirement system, or who has any authority or responsibility to do so;

Specifies General
Fiduciary Duties

A fiduciary shall discharge his or her duties with respect to a pension plan:
1) solely in the interests of the participants and beneficiaries;

2) for the exclusive purpose of providing benefits to participants and beneficiaries and paying
reasonable expenses of administering the system;

3) with the skill, care, prudence, and diligence under the circumstances then prevailing that a
prudent person acting in a like capacity and familiar with such matters would use in the conduct
of an activity of like character and purpose;

4) impartially, taking into account any differing interests of participants and beneficiaries; and

5) in accordance with the instruments governing the plan.

Specifies Investment
and Asset-
Management
Fiduciary Duties

Among the circumstances that a trustee shall consider are the following:

1) general economic conditions,

2) possible effect of inflation or deflation,

3) role that each investment or course of action plays within the overall portfolio,

4) expected total return from income and the appreciation of capital,

5) needs for liquidity, regularity of income, and preservation or appreciation of capital, and
6) adequacy of funding for the plan.

A trustee shall diversify the investments of the plan unless, because of special circumstances,
it is clearly prudent not to do so.

A trustee shall make a reasonable effort to verify facts relevant to the investment and
management of assets.

Testof Compliance
with Fiduciary

Compliance must be determined in light of the facts and circumstances existing at the time of the
decision or action.

Fiduciary Liability

Duties
Decisions must be evaluated not in isolation but in the context of the portfolio as a whole and as
part of an overall investment strategy having risk and return objectives reasonably suited to the
program.
Standard for A trustee or other fiduciary who breaches a duty imposed by this Act is personally liable to a
Determining retirement system for any losses resulting from the breach and any profits made by the trustee
Personal

or other fiduciary through use of assets of the system

Source: JLARC staff analysis of the September 1996 draft of the Uniform Management of Public Pension Funds Act
prepared by the National Conference of Commissioners on Uniform State Laws.
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sions of the statute. If the | AC were no longer consid-
ered advisory, it would raise the issue of whether the
limited application of the Conflict of Interest Actisstill
appropriate. This issue concerning the Conflict of
Interest Act was a primary reason for REAC’ srefusal
— unlike the IAC — to have any investment
decisionmaking authority delegated to it by the Board.

Current Focus of Board Ison
Fine-Tuning the I nvestment Program

Since the establishment of the VRS asset alloca
tion policy, the Board’ s role in overseeing the invest-
ment program has been to ensure that the investment
program is “fine-tuned” when and where necessary.
Thisisconsistent with the broad investment policy and
review roletheBoard hasestablished foritself. Inorder
tobeeffectiveinthisrole, theBoard needsto ensurethat
it receivesinformation concerning theinvestment pro-
gram that is both timely and sufficiently detailed. The
Board also needs to ensure that an issue raised within
VRS concerning the power of the CIO position is
resolved to its satisfaction.

Power of the CIO Position. Following the revi-
sionsto the VRSinvestment policy statement, in order
to comply with legislative intent concerning the advi-
sory committees, some individuals within VRS raised
the issue that the amount of power and influence now
vested in the ClO position was excessive, unwise, and
possibly prone to fraud and abuse. Individuals who
advocated thisposition noted that they had no concerns
withthecurrent ClO, but rather their concernsreflected
uncertainty about future CIO’s.  These individuals
stated that thecurrent investment deci sionmaking struc-
turewasworkingwell despitethestructure, not because
of it. Asdescribedto JLARC staff, afuture CIO might
act in response to personal ambition and perceived
financial incentives, contrary to the Board's estab-
lished investment policy and procedures. In such a
case, theBoard might not detect any improper behavior
until it wastoo late.

The CIO is supposed to be a powerful position
within VRS. The intent of Section 51.1-124.24 of the
Code of Virginiaisthat the ClO should be asupervisor
and a decisionmaker, albeit one who is subservient to
theBoard. Thisstatutewasenacted, asin the case of the
advisory committees, because a ClIO was seen as a
necessity to the VRSinvestment program. Prior to the
1993 study by JLARC and Bear Stearns, the CIO
position had been vacant for a considerable period of
time.

Advocates of the proposition that the CIO posi-
tion is too powerful contend that the Board's prior
investment policy, wherein the IAC was delegated
investment decisionmaking authority, contained greater
checks and balances than currently exist. As one
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individual stated, it isfar easier to visualize a“rogue’
individual staff member thanitistovisualizea“rogue’
committee. However, that same individual acknowl-
edged that in the investment arenait is always better to
designate an individual as the decisionmaker and then
hold that individual accountable.

VRS trustees express divergent opinions con-
cerning whether or not the ClO position currently has
too much power and influence. In personal interviews
with JLARC staff, four trustees stated that the position
did contain too much power and influence, four stated
that the position did not contain too much power and
influence, and one trustee was not sure.

» Twoof thetrusteeswho stated the opinion that
the CIO has too much power and influence
attributed their concernsto policy decisionsof
the Board and not to the wording or interpre-
tation of the statute, and they also stated that
the Board has delegated away too much of its
investment decision making responsibility.

» Theother two trustees who stated the opinion
that the CIO has too much power and influ-
ence attributed their concerns to the legisla-
tive interpretation of the statute.

If the VRS Board genuinely believesthat thereis
apotential problem with the CIO position, particularly
intermsof disproportionateor inappropriate power and
influence, it is the responsibility of the Board to take
stepsto addresstheissue asthefiduciary of the system.
Giventheamount of investment expertise ontheBoard
and the range of resources available to it, thisissue is
within the ability of the Board to effectively address
within the bounds of existing statutory provisions con-
cerning the ClO and the advisory committees.

Board's Approach to Monitoring the Invest-
ment Program. TheBoard doesnot currently spend an
inordinate amount of time during its monthly meeting
reviewing and discussingtheinvestment program. This
is understandable, given the Board’s macro-level ap-
proach to overseeing VRS investment policy and prac-
tices, and given the fact that the asset allocation policy
decision was made two years ago. All of the trustees
reported being comfortable with the Board' s ability to
oversee the investment program as afiduciary. Six of
the nine trustees told JLARC staff that the Board is
spending about the right amount of time and effort
monitoring and overseeing the investment program.

Three of thetrusteesindicated to JLARC that the
Board should be spending additional time monitoring
the investment program:

The Board is not spending enough time working
to understand the investment process and moni-
toring results against established standards. The
Board ought to hear more about the investment
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program than it does. During Board meetings
investment staff — not the |AC chair — ought to
be the focal point in discussing the investment
program.

The Board needsto bealittlemoreinvolved. All
the Board getsisatotal of a half-hour or an hour
report per month from the two advisory commit-
tees. Asatrustee, | would like to receive more
extensive reportson theinvestment program than
we now receive.

| guesswe should spend alittle moretime making
sure we are all up to speed on the categories of
investmentsandrisks. | would haveliked to have
had more of adiscussion at the Board level con-
cerning the fact that the allocation to domestic
equity was at the maximum end of the range that
we had established.

A great deal of information concerning the opera-
tion and administration of the investment program is
available for trustees who make it a point to obtain it.
For example, every member of the VRS Board is
welcome to attend meetings of the IAC and REAC.
Attendance at these meetings can be an effective but
time consuming way for trustees to obtain detailed
information concerning the management of theinvest-
ment program.

JLARC staff analyzed the minutes of IAC and
REA C meetingsfrom June 1994 through August 1996.
Over that period of time, most VRS trustees attended
very few, if any, advisory committee meetings. The
VRS Board chairman and another trustee were notable
exceptions, with each attending most meetings during
that period. Inaddition, onetrusteeisamember of the
I AC and another isamember of REAC. Both of these
trusteesregularly attend their respective advisory com-
mittee meetings.

It is important to note that not al of the VRS
trustees necessarily feel that it should be their respon-
sibility to attend advisory committee meetingsin order
to receive a greater amount of information concerning
the investment program. As one trustee told JLARC
staff, “I don’'t want to attend ameeting just for the sake
of attending ameeting.” Thistrusteealsotold JLARC
staff that “1 would feel alittle more comfortable as a
trustee if | knew more about what was going on in the
investment program. | want more detailed information
on the reasons for investment decisions.”

Three trusteestold JLARC staff that they would
liketheBoardto appoint another trusteeto boththel AC
and REAC. Accordingtooneof thetrustees, thiswould
provide him with an additional individual to rely on
during Board meetings for information concerning the
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investment program. Currently, thereisonetrustee on
the IAC and another on the REAC. The Code of
Virginiapermitsamaximum of twotrusteesonthel AC
and REAC. While this issue does not appear to be a
concern with amajority of the trustees, the Board may
wish to explore the merits of thisidea further.
Recommendation (3). TheVirginiaRetirement
System Board of Trustees may wish to consider in-
creasing the number of trustees on the Investment
Advisory Committee and the Real Estate Advisory
Committee from one to two, as permitted by law.

Investment Perfor mance Reporting tothe Board

Thecurrent chairman of thel ACintendsto modify
the approach to providing the Board with information
concerning the investment program. The chairman’s
plan is to brief the Board on key investment policy
issues, on how and why investment decisions were
made, and on the risks that VRS has assumed in order
to generate the investment returns that are reported to
the Board. The CIO will be reporting to the Board on
the performance of specific external managers. This
approach contrasts with the approach under the prior
IAC chairman, wherein the IAC report to Board con-
sistedlargely of apresentation of the proceedingsof the
|AC meeting.

Each month, the CI O presentsinvestment perfor-
mance reports to both the Board and the IAC. The
reportspresent investment return datafor thetotal fund,
each investment program, and each external and inter-
nal investment manager. The reports constitute an
important aspect of the oversight and monitoring func-
tions performed by the Board and the IAC.

While similar in many respects, there is a key
difference between the report presented to the Board
and the report presented to the IAC. The report pre-
sented to the IAC shows al investment return data
calculated as of the most recent available date. For
example, the report presented to the IAC at its August,
1996 meeting showed investment return data for one,
three, and fiveyear timeperiodsasof June 30, 1996. In
contrast, thereport presented tothe Board at itsAugust,
1996 meeting showed investment return data for one
and five year periods ending December 1995. Both
reports did show year-to-date return datafor the calen-
dar and fiscal years.

Thereport that ispresented tothe|AC s, overall,
amorecomprehensiveand up-to-dateportrayal of VRS
investment performancethan that whichispresentedto
the Board. According to the CIO, the report that is
presented to the Board is easier for the trustees to
understand than would bethereport that isprepared for
the IAC. However, given the amount of investment
expertiseontheBoard, itisreasonableto expect that the
expanded report can be understood by the trustees.




Furthermore, it would be a more efficient use of VRS
staff timeto prepare onemonthly report instead of two.

Recommendation (4). TheVirginiaRetirement
System Board of Trustees may wish to require the
Chief Investment Officer to provide it with the same
investment performancereportthatispresentedtothe
I nvestment Advisory Committee.

RISK OF POTENTIAL FIDUCIARY
LIABILITY TO VRSTRUSTEES

The position of aVRS trustee isfairly unique in
Virginia State government by virtue of the fact that, in
addition to being the member of a citizen governing
board, thetrusteeisalsoafiduciary. Thislegal distinc-
tion carrieswithit significant responsibilitieswhich, if
not performed prudently, can potentially result in fi-
nancial liability. Giventhevast sizeand complexity of
the investment program, there are severa types of
hypothetical situations within which liability could
potentially ariseagainst VRScollectively or personally
against certain individuals within VRS:

» dlegedbreachof fiduciary responsibility dueto
financial losseswithintheinvestment program,

* environmental pollution associated with real
estate wholly-owned by VRS, and

* attorneys fees incurred by VRS trustees de-
fending their interests in situations in which
the Attorney Genera’s office is unable to
provide representation.

It is important to recognize that while situations
suchasthesemay createthepotential for liability, they do
not necessarily pose areasonable likelihood of liability.

Litigation Alleging Breach of
Fiduciary Responsibility IsRare

L awsuitsagainst publicemployeeretirement sys-
tems which allege a breach of fiduciary responsibility
arevery rare. Among the 51 respondentsto JLARC's
survey of other public employee retirement systems,
only sevenreportedthat they had beenthetarget of such
a suit within the past ten years. VRS itself has never
been sued for an alleged breach of fiduciary responsi-
bility involving the investment program.

JLARC's finding is consistent with similar re-
search performed by the National Council on Teacher
Retirement (NCTR). AccordingtoNCTR, therarity of
lawsuits against public employee retirement system
fiduciariesis attributable to three broad factors:

» The plans operate in a public setting, subject
to open meetings laws, open records laws,
legidative oversight, and close monitoring of
the plan’s performance by its members.

* Trusteesexerciseprocedural prudenceintheir
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decisions through formal investment policies
and practices.

» The potential for liability in connection with
the actions and decisions of fiduciaries pro-
motes prudent performance.

Applicability of ERISA in Determining
Potential Liability

Governmental pension plans are not bound by
ERISA. Therefore, theextent towhich ERISA caselaw
(as opposed to various aspects of State trust and fidu-
ciary law, and common law) can serve as a guide to
public pension plan fiduciaries is not completely cer-
tain. Nevertheless, the Attorney General’ s Office has
concluded that one can look to ERISA decisions for
guidance concerning non-ERISA governed trustees
obligations. Thisisbecause*the principlesthat govern
atrustee' sdutiesare derived in large measure from the
common law of trusts.” ERISA decisions can also
provide guidance for questions that are not otherwise
answered by State statutes or common trust law principles.

ERISA Decisions I nterpreting Prudent Expert
Rule. Over thepast 20 years, an extensive body of case
law has devel oped to interpret numerous aspects of the
ERISA prudent expert standard. Table 2 (page 10)
provides examples of some of the leading ERISA
decisions concerning the diversification and invest-
ment of planassets. Assumingthat ERISA caselaw can
be used as an accurate guide and avalid source of legal
precedence for VRS, other leading cases indicate that
fiduciary liability tends to occur only in the event of
truly egregious investment decisions.

A proposed loan of almost 36 percent of a plan’s
total assetsto finance construction of a hotel and
gambling casino violated the prudence require-
ment, since the risk of business failure was quite
high whether or not the construction was ulti-
mately completed. [Marshall v. TeamstersLocal
282 Pension Trust Fund, 1978, ED NY]

A plan that proposed to loan 25 percent of its
assets to a single borrower to develop a time-
share project would violate diversification re-
quirements because the loan represents a signifi-
cant amount of plan assetsthat would be commit-
ted to asingle, speculative project. [Marshall vs.
Glass/Metal Association and Glaziersand Glass-
workers Pension Plan, 1980, DC HI]

Plan trustees who invested up to 89 percent of
fund assets in certificates of deposit breached
their fiduciary duty by failing to diversify fund
assets so as to minimize the risk of large losses.
[Whitfield v. Tomasso, 1988, ED NY]
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Aspect of the o
Standard Explanation Name of Decision
Diversification | Action alleging failure to diversify investments was without | Davidson v. Cook (1983, ED VA),
merit against some trustees in light of fact that failure to affirmed (1984, U.S. 4th Circuit)
diversify was a prudent course of action.
The larger the amount of assets, the greater is the degree of Fine v. Semet
diversification that is possible and thus the greater the degree (1983, U.S. 11th Circuit)
of diversification of investments to be expected of the trustees.
Investment of |~ Compliance with standard should be based not on effect of Brock v. Walton
Plan Assets  investmentnow, butwhattrustee knew was reasonable under (1985 SD FL),
prevailing circumstances at plan's inception. affirmed (1986, U.S. 11th Circuit)
Fiduciaries are not imprudent simply because the plan loses = DeBruyne v. Equitable Life Assur-
money as long as they took all prudent steps in making and ~ ance Society of the United States
monitoring the planOs investments in the first place. (1989, ND IL),
affirmed (1990, U.S. 7th Circuit)
AfiduciaryOs actions do not have to cause the plan to suffer a Brock v. Robbins
financial loss for the fiduciary to have breached the prudent
person rule.
Duty to A fiduciaryOs independent investigation of the merits of a| Fink v. National Sav. and Trust Co.
Investigate particular investment is Oat the heartO of the prudent investo (1985, D.C. Circuit)
standard.
Failure of trustee to independently investigate and evaluate Whitfield v. Cohen
potential plan investment was a breach of fiduciary obligations (1988, SD NY)
which could give rise to liability of trustee, ifinvestigation would
have revealed investment as objectively imprudent.
Source: JLARC staff analysis of Pension and Profit Sharing 2nd (Commerce Clearing House), and Office of the Attorney
General internal staff memo from John M. McCarthy to Michael K. Jackson dated 9/19/95. JLARC staff interviews
with staff of the Attorney GeneralOs Office and with the legal counsel for the National Council on Teacher Retirement.

Nature of the VRS Defined Benefit
Mitigates Potential Liability

Since VRS is a defined benefit pension plan, as
opposed to a defined contribution plan, the value of a
member’ sretirement benefitisnot linked in any way to
the performance of the VRSinvestment program. This
fact raises the question of who could or would bein a
position to validly claim and successfully prove dam-
ages as aresult of poor VRS investment performance.
It appears that it would be extremely difficult for an
activeor retired member of VRSto prove such aclaim.

Thereisalink between VRS investment perfor-
mance and the ability of employersto fund the cost of
pension benefits over the long term. The better the
investment program performs over the long term, the
more affordableit isfor employersto pay the continu-

ing cost of VRS benefits. Whether individual employ-
ers, such asapolitical subdivision, could or would sue
VRS dueto poor investment performanceisuncertain.

Insurance Consultant Sees Liability Potential
Within Real Estate Program

According to an insurance consultant’s report
recently prepared for VRS, there are other sources of
potential liability for VRSwhichwould not necessarily
involvetheissue of whether or not the VRS Board had
complied with the statutory prudence standard. Many
of thesesourcesof potential liability ariseinconnection
with the VRS real estate investment program. In
particular, the insurance consultant (Sedgwick James)
raised the issue of potential liability resulting from the
federal Comprehensive Environmental Response, Li-
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ability, and Compensation Act (CERCLA.) According
to Sedgwick,

The VRS Board may face new areas of exposure
not contemplated under the traditional concepts
of ERISA fiduciary activities by virtue of VRS
direct involvement in the search, acquisition,
management, and eventual sale or disposal or
miscellaneousreal estate assets. Theseexposures
are usual and expected among other similar cor-
porate ventures, but fall outside of the protection
of conventional Fiduciary Liability Insurances.

Sedgwick’s report to VRS bases much — if not
most — of its potential liability concern on the federal
Comprehensive Environmental Response, Liability,
and Compensation Act (CERCLA.) Commonly known
as the federal “Superfund” law, CERCLA authorizes
the U.S. Environmental Protection Agency (EPA) to
take direct response actions, including short term re-
moval actions and long term remedial actions with
money from the Superfund. EPA may then file suit to
recover these response costs from the responsible par-
ties. CERCLA &l so authorizes lawsuits by private par-
ties. Althoughthereisnorecord of any CERCLA case
having been brought against a public pension fund,
Sedgwick believes that “a hazardous waste site con-
nected with the pension fund would beaprominent and
attractive vehicle to the test the limits of CERCLA
liability and limited immunity.”

Overview of CERCLA Provisions. Sedgwick’s
report describes CERCLA as a potential significant
sourceof liability exposurewith respect toreal estatein
which VRS has a 100 percent ownership interest.
Sedgwick also has concerns about the effectiveness of
wholly-owned, single-purposecorporationswhich VRS
usesto protect the pension fund from any liability that
might arise in connection with its 100 percent owner-
ship of real estate. The following are excerpts from
Sedgwick’ s report:

CERCLA liahility may beimposed on the owners
and operators of any facility where hazardous
substances are located.

CERCLA isastrictliability statute, requiringonly
a showing that the substance involved is hazard-
ous and that the defendant was sufficiently in-
volved with it to satisfy the statute. Liability
under the statuteisjoint and several, so that even
the most minor responsible party may berequired
to bear huge cleanup costs.

Defensesto CERCLA liability areextremely lim-
ited, as might be expected from its overwhelm-
ingly remedial nature.
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Inrecent yearsseveral courtshaveheldthat aparent
company can be held liable for asubsidiary's acts.

Sedgwick noted that in determining whether to
hold a company liable, the standard focuses on the
parent company’ s control over the subsidiary. Accord-
ing to Sedgwick, four factors are commonly reviewed
to determine the degree of interrelationship between
two entities:

* interrelation of operations,

* centralized control of labor relations,

* common management, and

» common ownership or financia control.
According to Sedgwick, the last item should be of the
most concern to VRS.

VRS Direct Equity Real Estate Program
Seeksto Avoid CERCLA Liability

VRS purchases 100 percent interestsinreal estate
propertiesthroughitsdirect equity real estate program.
Under the program, VRS investsin specific properties
through single-purpose corporations designed to pro-
tect the VRS pensiontrust fund fromliability. External
real estate investment management firms are hired by
VRSto identify potential investments. Oncethe VRS
Board decides to invest in a particular property, key
personnel from the external investment management
firm are elected by the VRS Board to serve as the
officersand directorsof thesinglepurposecorporation.
VRS real estate investment policy delegates all deci-
sion-making authority with respect to operating the
property, including the decision to ultimately sell the
property, to the single-purpose corporation. Asof June
30, 1996, five external real estate investment firms
managed 16 different properties. VRSinvestmentsin
this program totaled $421 million as of June 30, 1996.

Review of CERCLA Liability Issues Prior to
Establishing Program. Thedirect equity programwas
established following more than a year of research
concerning its feasibility, including legal research by
the law firm of Mays & Valentine. During the course
of that research many, if not all, of theissuesraised by
Sedgwick pertaining to CERCLA were examined. In
1992, Mays & Vaentine advised VRS that CERCLA
posed a potential source of liability.

CERCLA has created potential liability of parent
companiesfor the conduct of their subsidiariesas
to hazardouswastesites. Whilethefederal courts
of appeal are split on how thispotential liability is
to be applied, the majority view is that a parent
corporation (in the position of VRS) may be held
liable as an operator of a subsidiary corporation
(such as one of VRS single purpose corpora-
tions). Thisliability, however, must be based on
theparent’ sactiveinvolvement intheactivitiesof
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the subsidiary, rather than on the parent’s mere
ownership of the subsidiary and the parent’ s abil-
ity to control that follows such ownership. The
line between active involvement and mere pas-
sive ownership is not easy to draw.

“Innocent Landowner” Defense Under
CERCLA. Under this statutory defense, property
ownerswho at thetime of acquisition do not know, and
have no reason to know, that hazardous substances had
been placed on the property arerelieved of liability. In
order to establish that it had no reason to know, a
property owner must show that it undertook all appro-
priate inquiry into the previous ownership and uses
consistent with good commercial or customary prac-
tice. Consequently, potential landowners have the
dilemmaof performing acostly environmental investi-
gation of the property or conducting alesser investiga-
tion and risk losing the use of this defense.

Sedgwick’s report to VRS did not discuss this
statutory defense to CERCLA. In order to assess the
likelihood of CERCLA liability being imposed on
VRS, the adequacy of investment policies and proce-
dures within the direct equity program must be taken
into account. In other words, how likely isit that VRS
would qualify as an innocent landowner of a property
later found to be contaminated? Sedgwick did not
undertake such a examination as part of its study, as
such was outside the scope of its review.

Environmental Evaluation Prior to Property
Acquisition. Based on the research and advice pro-
videdby Mays& Valentine, VRSestablished thedirect
equity program fully cognizant of the potential risks -
including CERCLA liability — that existed. Accord-
ing to the VRS managing director for real estate, VRS
made certain business decisions “to avoid as much as
humanly possible” potential exposureunder CERCLA.

VRS utilizesfour environmental investment cri-
teria. Accordingtothesecriteria, VRSintendstoinvest
only in propertiesthat are without environmental prob-
lems or conditions which would:

* causetheproperty tobeinviolation of any current
or anticipated environmenta law or regulation,

* create liability for cleanup, other response
costs, or damages,

* restrict in any way the currently existing or
proposed uses of the property, and

e restrict in any way anticipated future uses,
including expansions of existing uses, on the
property.

VRS real estate investment procedures require
that, prior to acquisition within the direct equity pro-
gram, the externa investment manager perform an
environmental investigation. The investigation must
be sufficient to:
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* satisfy the environmental investment criteria,

« satisfy therequirementsof the®innocent land-
owner defense” under CERCLA anditssupple-
mental and successor laws, and

* createthehighest level of confidence reason-
ably attainableintheaccuracy of theresultsof
the investigation.

VRS requires that the external investment man-
ager arrange for the evaluation by a qualified environ-
mental consulting firm of 15 different matters as part of
the environmental site assessment. These include:

* presence of asbestos-containing material,

* presence of lead in drinking water,

» subsurface soil conditions with respect to the
presenceof any hazardous substancesor other
contaminants, and

 environmental risks associated with current
tenants or users of the property.

According to the VRS managing director for real
estate, VRS goes far beyond what other pension funds
dointermsof environmental evaluations prior to mak-
ing real estate acquisitions.

Recommendation (5). TheVirginiaRetirement
System Board of Trustees may wish to review the
adequacy andeffectivenessof theenvironmental evalu-
ation procedures and practices within itsreal estate
investment program, takingintoaccount thepotential
liability concerns described in the report prepared by
Sedgwick James.

| SOURCESOF LIABILITY PROTECTION
AVAILABLE TO VRS

The Code of Virginia statesthat no officer, direc-
tor, or member of the VRS Board or of any advisory
committee, whose actionsarewithin the prudent expert
standard of care, shall be held personally liable for
investment losses suffered by theretirement system on
authorizedinvestments. Thisstatutory provisionclearly
provides the VRS trustees and advisory committee
memberswith substantial legal protection from liability.

Thereareanumber of other sourcesof protection
which are intended to provide VRS trustees with a
degree of protectionfrom personal liability. Inaddition
to the previously mentioned investment policies and
practices, these include the legal doctrine of sovereign
immunity, the State’s risk management plan, and a
fiduciary liability insurance policy. While each of
these sources of protection have strengths, each also
has certain deficiencies, exclusions, or gapsin cover-
agewhich tend to weaken their overall effectivenessin
protecting the pension fund and the VRS Board. Fur-
thermore, oneareafor which thereislittle protectionis
liahility for legal feesresultingfromcriminal investiga-
tion or prosecution.




Sovereign |mmunity Provides an
Initial Layer of Liability Protection

State immunity from suit is part of the common
law of Virginia. Thislega doctrine, rooted in ancient
common law, was originally based on the belief that
“theking candonowrong.” Today itisoften described
as a means of protecting the State from burdensome
interference with its governmental functions. Accord-
ing to thisview, public service might be hindered if the
State’ s authority could be subjected to suit at the in-
stance of every citizen.

The doctrine of sovereign immunity has been re-
peatedly upheld asavalid legal defense by the Virginia
SupremeCourt. Accordingtothedoctrine, asinterpreted
by State courts, the State cannot be sued without its
permission.  Moreover, the privilege to sue must be
provided by statute. Virginia courts have extended the
State’ simmunity from suit to the officers and agents of
the Stateif theactionis, in effect, against the Stateitself.

A recent VirginiaSupreme Court decision which
upheld this doctrine is Lohr v. Larsen. This decision
illustrates a number of important points pertaining to
sovereign immunity:

» A function that is essential to agovernmental
objective, and one in which the government
has a great interest and involvement, weighs
heavily in favor of aclaim of immunity.

 Broad discretion vested in agovernment em-
ployee performing a function complained of
weighsheavily infavor of aclaim of immunity.

* A high level of governmental control and
direction of its employee weighs heavily in
favor of aclaim of immunity.

» When a governmental employee is specially
trained to make discretionary decisions, the
government’ scontrol must necessarily belim-
ited in order to make maximum use of the
employee’ s special training and experience.

Virginia Tort Claims Act. 1n 1981, the Genera
Assembly enacted the Virginia Tort Claims Act (Sec-
tion 8.01-195.1 et seq. of the Code of Virginia.). This
statutewaivesthe State’ ssovereignimmunity from suit
inall but certain specific types of situations. None of
thespecified situationspertainto VRS. Thestatutealso
limits the amount recoverable from the State by any
claimant to $75,000, or the maximum limits of any
liahility policy maintained to insure against negligence
or other tort. However, thestatuteclearly statesthat the
immunity of individual public officers, employees, and
agentsis preserved.

PossibleLimitationsto Sovereign |mmunity Pro-
tection for VRS, Courts of one state are not bound to
recognize the sovereign immunity claims of another
state. Most of thereal estateinvestmentsheld by VRS
arelocated outsideVirginia. Intheevent of any lawsuit
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brought in the court of the state where such a property
is located, a claim of sovereign immunity may not be
effective. While courts sometimes do recognize the
sovereignimmunity claimsof other states, out-of-State
real estate investments do constitute a potential weak-
nessin theapplicability of sovereignimmunity for VRS.

Risk Management Plan Provides
an Additional Layer of Protection

This plan, established pursuant to Section 2.1-
526.8 of the Code of Virginia, isameans by which the
State attempts to protect itself and its officers and
employeesfromliability resultingfrom performanceof
its authorized governmental duties. The risk manage-
ment plan includes VRS trustees, advisory committee
members and employees within the scope of its cover-
age. According to the written plan document, the plan
will pay, subject to specific exclusions, al sums:

which the Commonwealth, its agencies, board,
officers, agents or employees shall become obli-
gated to pay by reason of liability imposed by law
for damages resulting from any claim arising out
of any facts or omissions of any nature while
acting in an authorized governmental or propri-
etary capacity and in that course and scope of
employment or authorization.

Coverage, Exclusions and Limitations Under
the Plan. Under the plan, the amount recoverable by
any claimant on a cause of action established by Vir-
ginialaw is$100,000. For causes of action other than
those established by Virginialaw, the amount recover-
able shall not exceed $2 million per claim. Each State
agency isresponsible for making an actuarially-deter-
mined contribution to DRM in order to pay for this
coverage. For FY 1997, therequired contributionfrom
VRS for tort liability coverageis $2,876.

Accordingtotheplandocument, therisk manage-
ment plan shall not be liable for any amount which is
collectable under commercial insurance, such as the
fiduciary liability insurance policy held by the VRS
Board. In that situation, the risk management plan is
intended to provide excess coverage above that pro-
vided by the fiduciary liability policy.

The risk management plan does not apply to
liahility for punitive damages. The plan also does not
apply to liability incurred by reason of acts of fraud or
dishonesty, or acts of intentional, malicious or willful
and wanton misconduct. According to Sedgwick, li-
ability arising from acts that are outside the scope of
one's employment and authorization also might be
excluded under the plan. However, the plan may
provide coverage for such acts or punitive damages if
the Governor and the Attorney General determine that
such coverageisin the public interest.
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Administration of Claims Under the Plan. The
risk management plan is administered by the Division
of Risk Management. However, theAttorney General’s
Office sarves as the ultimate arbiter of claims. The
importance of the AG’ sroleintheoverall claimsadmin-
istration and settlement process is due to his statutory
authority, pursuant to Section 2.1-127 of the Code of
Virginia, tocompromiseand settledisputesinvolvingthe
interests of the State. Moreover, settlement of claims
over $50,000 must be approved by the Governor.

Accordingto DRM, coverage under therisk man-
agement plan is limited to liability arising from tort
claims— asdefinedintheVirginiaTort ClaimsAct —
that arefiled against the State. A tort claimisdefined as
aclaim for money:

on account of damage to or loss of property or
personal injury or death caused by thenegligent or
wrongful act or omission of any employee while
acting within the scope of his employment....

Non-Tort Claims. The risk management planis
not intended to cover liability arising from non-tort, or
pecuniary claims. Therefore, DRM has no involve-
ment in the settlement of pecuniary claims. However,
pecuniary claimsaresubjecttothe AG’ soverall author-
ity to settleand discharge claimsinvolving theinterests
of the Commonwealth.

Pecuniary claims are required to be presented to
the head of the specific agency responsible for the
alleged act or omission. Theagency headthenforwards
the claim to the Comptroller along with appropriate
supporting papers and recommendations. Upon re-
ceipt, the Comptroller “shall promptly allow so much
on account thereof as may appear to be due.”

Fiduciary Liability Insurance Policy Provides
Further Liability Protection

Oneof thestatutory powersand dutiesof theVRS
Boardisthat of “ purchasing insuranceto insure against
losses suffered by the Retirement System if any mem-
ber of theBoard or of any advisory committeebreaches’
the prudent expert standard of care. Pursuant to this
statutory provision, VRS has had a $10 million fidu-
ciary liability insurance policy since 1984. VRSisthe
owner of the policy and pays 100 percent of the premi-
ums. VRS is one of relatively few state-sponsored
public employeeretirement systemsto havethistypeof
insurance policy. Only 18 of 51 other retirement
systems surveyed by JLARC staff reported having a
fiduciary liability insurance policy.

The policy provides coverage against liability
resulting from a breach of fiduciary duty, defined as
“theviolation of any of theresponsibilities, obligations,
or duties imposed upon fiduciaries by Virginia statu-
tory or common law, or amendments thereto or any
Page 14

regulationsasare promul gated thereunder.” Thepolicy
provides coverage to essentialy everyone involved with
VRS. Coverageisextended to any past, present, future,
or replacement director, officer or trustee, any member of
the Medical Board or IAC or REAC, or any VRS
employee “while acting in a fiduciary capacity solely
withrespect tomanagement or administration of theplan.

CoverageExclusions. Severa specific coverage
exclusionsarecontainedinthepolicy provisions. These
include “any dishonest, fraudulent, criminal or mali-
cious act, libel, slander, discrimination, or humilia-
tion.” Other exclusions arefor:

« fines, penalties, taxes or punitive or exem-
plary damages,

e any claim arising from the gaining of any
personal profit or advantage to which the
insured was not legally entitled, and

* any claim based on thefailureto comply with
disability benefits law.

Initsreportto VRS, Sedgwick concluded that the
claims arising from violations of U.S. Securities Ex-
change Commission (SEC) rules and regul ations were
also excluded under the policy. Thereisnot aspecific
exclusion for SEC violations stated anywhere in the
policy. However, according to Sedgwick, the insur-
ance carrier would interpret the policy provisions so
that coverage for such a claim would be excluded.

Oneof thepolicy endorsementsstatesasfollows:

It is agreed that the validity, performance and all
mattersrelating to theinterpretation and effect of
the policy shall be governed by the laws of the
Commonwealth of Virginia. Itisalso agreed that
the Attorney General of Virginiais responsible
for settling and discharging claims involving the
interests of the Commonweslth subject to the pro-
visionsof Section 2.1-127 of the Code of Virginia.

According to the VRS Assistant Director for
Finance, who serves as the primary liaison to the
insurance carrier, the intent of this policy provisionis
that neither theVRSBoard nor theinsurancecarrier can
settleaclaimonthepolicy, regardlessof whether or not
litigation is involved, without the Attorney Genera’s
intervention and approval. Whiletheinsurance carrier
and its attorneys may play arolein settling any claim
madeonthepolicy by VRS, the Attorney General isthe
ultimate authority.

The policy provisions do not explicitly state that
the AG’ sofficehasaroleindetermining whether or not
the policy provides coverage for apotential claim that
might befiled sometimeinthefuture. Accordingtothe
Assistant Director for Finance, the previously men-
tioned policy provision is not intended to provide the
AG’sofficewith arolein determining coverage. Itis
the understanding of the Assistant Director for Finance




that the insurance carrier retains that authority. How-
ever, it appearsthat the AG’ sofficeisplaying asignifi-
cant role in determining whether there is coverage
under the VRS policy.

In February 1996, the VRS Board received writ-
ten demand on behalf of two former trustees and
a former director for reimbursement of legal
expenses. VRSsent thedemandtothe AG’ soffice
for review and advice. In May 1996, the VRS
director wroteto the AG for guidance concerning
themechanismfor resolving theissueand coor di-
nating the effortsof DRM, the AG and theliability
insurance carrier. In August 1996, the AG notified
the VRSdirector that it did not interpret the policy as
providingcoveragefor aclaimsuchasmaybeasserted
by the former officials. No claim has been filed.

Over the past several years, this liability insur-
ance coverage has become increasingly expensive for
VRS. 1n 1992, the policy premiumwas$74,250 with a
zero deductibleamount. By 1996, the policy premium
had increased to $175,000 with a $100,000 deductible
amount. Thisisdespitethefactthat VRShasnever filed
aclamonthepolicy. According totheVRS Director,
the most recent increase in the premium was dueto the
insurer’ suncertainty concerning the prospect of having
to pay legal feesfor two former trustees and the former
director. The VRS Director also told JLARC staff that
he was verbally informed by theinsurance carrier that,
if no such claim werefiled, the amount of the premium
increase would be rebated to VRS. This appears to
indicate that the insurance carrier expected aclaim for
legal feesto be submitted.

Coordination with Risk Management Plan. Itis
not clear how the settlement of any potential claimfiled
against VRS would be coordinated given the fact that
the liability insurance policy and the State’ s risk man-
agement plan represent two potential sources for pay-
ment. According to the Director of DRM, the State’s
plan and the VRS policy are operating side by side, but
they don’'t necessarily fit together well. For example, it
isdifficult todeterminewhichwould beusedto provide
primary coverage, and whichwould provide secondary
or excess coverage. Both theinsurance policy and the
risk management plan contain provisions by which
they attempt to definethemsel vesassecondary carriers.

Accordingtothefiduciary liability insurancepolicy:

Thereshd| benoliability hereunder with respect toany
clamfor whichthensuredisentitled to recover under
any ather policy or bondwhether suchinsuranceisstated
to be primary, excess, or contingent upon theexistence
of other insurance unless such other insurance specifi-
cdly gpplies as excess insurance over the limits of
ligbility provided in thispalicy.
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According to the risk management plan:

If at any time of loss, claim, suit, action or other
proceeding there is commercial insurance or a
self-insurance plan available to any individual or
organization covered by thisplan, or whichwould
have covered suchloss, claim, suit, action or other
proceeding except for the existence of this plan,
thisplan shall not beliablefor any amount which
iscollectable under such other commercial insur-
ance or self-insurance plan.

Additional Liability Insurance Coverage Pur-
chased by VRS. Sedgwick recommended that VRS
expand the scope of its fiduciary liability insurance
coveragetoinclude protection for directors’ and offic-
ers liability, aong with pollution and employment
practicesliability extensions. Asdescribed by Sedgwick,
which iscurrently the broker for the fiduciary liability
policy, directors' and officers' (D&O) liability insur-
ance policy can be thought of as a management errors
and omissions policy. It would be intended to protect
directorsand officersagainst liability which could arise
from “abroad range of management decisions made
whileactingintheir capacity asdirectorsand officers.”
Sedgwick advised VRS that:

Every day decisions may result in lawsuits alleg-
ing misrepresentation, misleading statements, or
neglect/breach of duty. In effect any decision
made by a director or officer could conceivably
result in alawsuit against directors and officers.

In response to this recommendation, VRS re-
cently restructured and expanded itsliability insurance
to include $10 million in primary coverage for D& O
liability. Thisadditional D& O coverageislinkedtothe
existing fiduciary liability coverage such that a maxi-
mum of $10 million may be paid in aggregate from the
two policies. In addition, VRS has purchased $10
millionin excesscoveragefor both thefiduciary liabil-
ity and D&O policies. Under this arrangement, an
additional $10 million can be paid for D& O liahility,
and an additional $10 million can be paid for fiduciary
liahility. The total annual deductible for the fiduciary
liability coverage and the D& O coverage is $150,000
over thetwo policies. VRShasdecided not to purchase
any pollution liability insurance coverage.

The D& O policy provides coverage against li-
ability arising from a “wrongful act.” The policy
defines awrongful act as

Any actual or alleged error or misstatement or
misleading statement or act or omission or neglect
or breach of duty by the Directorsand Officersin
the discharge of their duties, individually or col-
lectively, or any matter claimed against them solely
by reason of their being Directors or Officers....
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Thetotal annual premium for thefiduciary liabil-
ity and the D& O coverage is $340,000. The annual
premium for the excess liahility coverageis $275,000.
VRS has submitted a budget addendum request for an
additional $750,000 in FY 1997 and FY 1998 in order
to pay for this additional coverage. The $750,000
represents a mid-range estimate of the additional cost.

An additional aspect of the expanded insurance
coveragefor VRSisthefactthatitwill prepay $150,000
of next year's anticipated premium amount to the
insurance carrier. Thisamount will be retained by the
carrier and, inthe event of aclaim on the policy, canbe
drawn down by VRSto cover the amount of its deduct-
ible. Inthat event, VRSwill beresponsiblefor replen-
ishing the $150,000.

Expansion of Liability Protection
for VRS Trustees

Over the course of the past year, VRS has dis-
cussed the possibility and desirability of statutory
amendmentsthat would expand the amount of liability
protectionfor VRStrustees. IntheFall of 1995, outside
legal counsel for VRS prepared draft legislation —
which was not introduced during the 1996 Session —
that rewrote the statutory provision concerning trustee
and advisory committee member liability for actions
not in accordance with the prudent expert standard of
care. The proposed provision would have retained the
prudent expert standard but, notwithstanding that pro-
vision, would have barred personal liability “solong as
such person acted in good faith and in amanner that he
believed to be in the best interest of the retirement
system.”  One of the factors that precipitated the
drafting of thislegislation was the threatened resigna-
tion by amember of the IAC if potential liability issues
were not resolved to his satisfaction. That individual
did not resign, and is still amember of the IAC.

Code of Virginia Provisions Limiting Liability
for Directors and Officers. As part of its review of
fiduciary liability protections, VRS has considered the
possibility of providing its trustees personal liability
limitationssimilar to those of tax exempt organizations
and non-profit corporations. Sedgwick recently rec-
ommended to VRS that it consider examining these
statutory limitations on liability. According to
Sedgwick, this should be done “with an eye towards
changes to the Virginia Code to offer the maximum
possible protection to trustees, and consistent with the
public service orientation of the agency.”

The Code of Virginia contains provisions which
limit the personal liability of officers, trustees, and
directorsof certain such organizationsto theamount of
compensation received from the organization during
the twelve months.  Section 8.01-220.1:1 pertains to
certain tax-exempt organizations:
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In any proceeding against a director, trustee, or
officer of an organization exempt from taxation
under Section 501(c) or Section 528 of the Inter-
nal Revenue Code who receives compensation,
thedamagesassessed for actstakenin hiscapacity
asan officer, trustee, or director and arising out of
asingle transaction, occurrence or course of con-
duct shall not exceed theamount of compensation
received by the officer, trustee, or director during
the twelve months immediately proceeding the
act for which liability was imposed.

The liability...shall not be limited as...if the of-
ficer, trustee or director engaged in willful mis-
conduct or aknowing violation of acriminal law.

Section 13.1-870.2 of the Code of Virginia con-
tains an almost identical provision pertaining to direc-
tors of non-stock corporations:

In any proceeding against an officer or director
who receives compensation from a corporation
exempt fromincometaxationunder Section501(c)
of the Internal Revenue Code for his services as
such, the damages assessed arising out of asingle
transaction, occurrenceor course of conduct shall
not exceed the amount of compensation received
by the officer or director from the corporation
during the twelve months immediately proceed-
ing the act for which liability was imposed.

The liability...shall not be limited as...if the of-
ficer, trustee or director engaged in willful mis-
conduct or aknowing violation of acriminal law.

VRSisaqualified pension plan, and therefore exempt
fromfederal incometaxes, under Section 401(a) of the
U.S. Internal Revenue Code. Consequently, neither of
these Code of Virginia sections apply to VRS.
Compensation of VRS Trustees. VRS trustees,
with the exception of three trustees who are actively
employed by governmental entities, receive a stipend
of $3,000 per quarter, or $12,000 per year. The VRS
Board chairmanreceivesanadditional stipend of $1,500
per quarter, or $6,000 per year. Each trustee also
receivesaper diem payment of $300 per meeting, with
the VRS Board typically meeting eight times a year.
This compensation structure makesthe VRStrusteesa
significant exception to the vast majority of state-
sponsored public employee retirement systems, whose
trusteestypically receivelittleif anything intheway of
compensation. However, thisamount of compensation
also represents an extremely low ceiling on potential
fiduciary ligbility for trustees of a$22 hillion pension fund.
TheGeneral Assembly intended for thiscompen-
sation structure to help recruit qualified individuals to
serveontheBoard, giventhefact that serviceasaVRS




trustee can be demanding and time consuming. In
addition, while not specifically intended for this pur-
pose, the compensation could potentially be used by
trusteesto purchasetheir ownindividual liability insur-
ance policy to provide supplemental protectionin con-
nection with their service on the VRS Board.

Fiduciary Liability Protection Mechanisms of
Other States. The vast majority of other states, like
Virginia, have some type of mechanism for providing
their pension fund fiduciarieswith ameasure of protec-
tion from personal liability. Table 3 provides a sum-
mary of the type and prevalence of various types of
fiduciary liability protection mechanismsamong state-
sponsored public employee retirement systems. Some
states have provided a more extensive range of protec-
tions than others. Overall, the protections afforded to
VRS trustees compare favorably with those provided
by other states. As previously mentioned, Virginiais
oneof arelatively few stateswhose pensionfund trustees
are covered by afiduciary liability insurance policy.

Satutory Indemnification Provisions of Other
Sates. As shown by Table 3, 12 dtates have trustee
indemnification provisions within their retirement or
fiduciary statutes which permit indemnification in the
event that thetrustees’ actionsand decisionsaremadein
goodfaith, and without wanton or malicious misconduct.
Theretirement systemsin most — but not all — of these
12 statesdonot havefiduciary liability insurancepolicies.
In Virginia, unlike these 12 gtates, the Satutory prudence
standard governing pension fund investmentsisalso the
standard for determining fiduciary liability. These 12
states have, in effect, different statutory standards for
investment decisionmaking and fiduciary liability.

Virginia' sfiduciary liability standard, compared
to these 12 states, appears stricter. The following are
the statutory provisions from three such states:

The state shall indemnify every person who is
made, or is threatened to be made, a party to any
action, suit or proceeding, including administra-
tiveand investigativeproceedingsby reason of his
service in afiduciary capacity with the Employ-
ees Retirement System.... [Maryland]

Any action taken asatrustee, or any failureto take
action as atrustee, shal not be the basis for mon-
etary damages or injunctive relief unless:

(2) Thetrusteehasbreached or failed to performthe
dutiesof thetrustee' sofficein compliancewiththis
section; and (2) Inthecaseof anactionfor monetary
damages, the breach or failure to perform consti-
tuteswillful misconduct or wanton and recklessdisre-
gard for human rights and property. [Kentucky]
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The State shall indemnify a Board member to sit
on a committee of the Board who was or is
threatened to be made a party to any threatened,
pending, or completed action, suit or proceeding,
whether civil, criminal, administrative, or investi-
gative by any reason of thefact that he or sheisor
was aBoard member against expenses (including
attorney’ sfeesif the Attorney General determines
that he may not provide representation), judg-
ments, fines and amounts paid in settlement actu-
ally and reasonably incurred...if heor sheactedin
good faith and with respect to any criminal action
or proceeding had no reasonable causeto believe
his or her conduct was unlawful. [Delaware].

FiduciaryLiability ProvisionsContainedin Uni-
form Act. The current version of the uniform act con-
tainsthe following provision based closely on ERISA:

A trustee or other fiduciary who breaches a duty
imposed by this[Act] ispersonally liableto aretirement
systemfor any lossesresulting from the breach and any
profits made by the trustee or other fiduciary through
use of assets of the system by the trustee or fiduciary.
The trustee or other fiduciary is subject to other equi-
table or remedial relief asthe court considers appropri-
ate, including removal.

The extent to which public pension fund trustees
should be held personally liableinthe event of abreach
of fiduciary duty has been vigorously debated by the
NCCUSL. The debate centers on whether the liability
standard will make it too difficult for public funds to
recruit and retain trustees. Some of the membersof the
NCCUSL committee that is drafting the uniform act
believe that, since the proceedings of public plans are
subject to open meetingsrulesaswell asother measures
designed to ensure disclosure, another liability stan-
dard would be more appropriate. For example, an
earlier draft of the uniform act conditioned trustee
liability on “knowingly and willfully” breaching his
fiduciary responsibility. However, accordingtoamem-
ber of the drafting committee, that phrase was deleted
inresponseto concernsthat thefiduciary responsibility
standardswoul d be weakened if violations could occur
without sanctions. The goal is to protect the pension
fund, and to focustheattention of thefund’ sfiduciaries
on their responghilities. Neverthdess, this provision re-
mains subject to change prior to approva of thefinal draft.

At this point in time, as reflected by the current
draft of the Uniform Act, the direction of the national
debate of public pension fund fiduciary liability stan-
dards appears headed toward the application of arela-
tively strict standard. This standard, based closely on
the provisions of ERISA, is currently the standard
applicable to private sector pension fund fiduciaries.
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Table 3: Fiduciary Liability Protections of

Public Employee Retirement Systemes

System

Indemnification
in Retirement
Statute

Indemnification if
Actions Made in
Good Faith and
Without Willful

Misconduct

Fiduciary Liability
Insurance Policy

Tort Claims Act/
Risk Management
Plan

Statutory
Definition of
Fiduciary and/or
Fiduciary
Responsibility

Alabama

Alaska Teachers

Ll

Arizona

Arkansas

Arkansas
Teachers

California

California
Teachers

Colorado

Connecticut
Teachers

Delaware

Florida

Georgia

Georgia Teachers

Hawaii

Idaho

Illinois

Illinois Teachers

Indiana Teachers

lowa

Kansas

Kentucky

Kentucky
Teachers

Louisiana

Louisiana
Teachers

Maine

Maryland

Massachusetts

Michigan

Minnesota

Minnesota
Teachers

Mississippi

Missouri

Missouri Teachers

Montana
Teachers

Nebraska

Nevada

New Hampshire

New Jersey

New Mexico
Teachers

New Mexico

New York
Teachers

North Carolina

North Dakota

Ohio

Ohio Teachers
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Table 3 (continued)

Indemnification if Statutory
Actions Made in Definition of
Indemnification | Good Faith and Tort Claims Act/ | Fiduciary and/or
in Retirement Without Willful Fiduciary Liability | Risk Management Fiduciary
System Statute Misconduct Insurance Policy Plan Responsibility
Oklahoma [ ] [ ] [ ] [ ]
Oklahoma
Teachers [ ] [ ]
Oregon [ J
Pennsylvania
Teachers (] (]
Rhode Island [ J (]
South Carolina
South Dakota [ ] [ ]
Tennessee [ ]
Texas o] [ J
Texas Teachers o] [ )
Utah [ ] [ ] [ ]
Vermont
Teachers
Virginiall [ J [ J [ ]
Washington [ J
West Virginia
Teachers
Wisconsin (]
Wyoming [ )
Totals 23 12 19 27 26
Source: JLARC staff survey, review of other state retirement statutes, and NCTR study.

As previously mentioned, the General Assembly has
already chosen to require such a standard for VRS.

It is certainly true that VRS operates, as do all
public pension funds, in an environment characterized
by public meetings, information disclosure and report-
ing requirements, and legislative oversight. Neverthe-
less, that does not mean that a breach of fiduciary
responsibility could not occur at some point, under a
given set of circumstances, or under the oversight of a
different VRSBoard. Tothat end, thecurrent statutory
prudent expert standard promotes a healthy source of
tension within the governing structure of VRS. This
tension promotesasenseof fiduciary responsibility and
accountability, which is important to help protect the
interests of VRS members and beneficiaries. Conse-
quently, changes to the standard do not appear to be
appropriate. Furthermore, giventheactual natureof the
liability risk and the range of existing protections,
changesto the standard do not appear to be necessary.

L egal Services Provided by the
Attorney General’s Office

Asisthe casefor all State agencies, the Attorney
General provides legal services in all civil matters,
including civil litigation, involving VRS. Thisrepre-
sentation isrequired by Section 2.1-121 of the Code of
Virginia. Another statutory section, 2.1-122, provides

for the hiring of special counsel by State agencies in
specific circumstances with the approval of the Attor-
ney General. VRS currently retains three outside law
firms: oneto provide advice concerning financial invest-
ments, another for real estate investments, and athird to
provide advice concerning benefit administration. Each
of these law firms was hired with the approval and
involvement of the Attorney General. Noneof theselaw
firms are authorized to represent VRS in court.
Appropriations Act Language Concerning Em-
ployment of Attorneys. Item 4-5.04 of the 1996-98
Appropriations Act contains the following language:

All attorneys authorized by this act to be em-
ployed by any state agency, and all attorneys
compensated out of any monies appropriated in
this session of the General Assembly shall be
appointed by the Attorney General.... Thissection
does not apply to attorneys employed by state
agencies in the Legidlative Department, Judicial
Department or Independent Agencies.

TheVRSdirector interpretsthislanguagebroadly
asauthorizing VRS, asanindependent State agency, to
hire outside legal counsel without the involvement or
approval of the Attorney General. The Attorney Gen-
eral disagreeswiththat interpretation. Accordingtothe
Attorney General, special legislationwould berequired
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specifically authorizing any State agency, independent
or otherwise, to hire outside legal counsel without the
Attorney General’ sapproval. TheVRSdirector hasnot
sought to hire outside legal counsel without the Attor-
ney General’s approval. The General Assembly may
wish to examine the language of Item 4-5.04 of the
Appropriations Act to determine whether any modifi-
cationisnecessary in order to clarify legislativeintent.

Representation in Criminal Proceedings. The
Attorney General is prohibited by Section 2.1-124 of
the Code of Virginia from providing legal representa-
tion to State agencies or employeesinvolved in crimi-
nal proceedings or investigations. However, the Code
of Virginiaprovides several State agencieswith excep-
tionsto thisban on legal representation during criminal
proceedings. These agencies are generally authorized
to retain or reimburse the cost of special legal counsel,
approved by the Attorney General, in order to represent
and defend the interests of certain employeeswho are
involved in, or the target of, criminal proceedings
arisingout of their official acts. Thefollowing employ-
ees, who primarily have law enforcement responsibili-
ties, have this type of protection:

» forest wardens gppointed by the State Forester,

» employees of the Department of Corrections,

* members, agents, or employees of the Alco-
holic Beverage Control Board,

* employeesof the Marine Resource Commission,

» game wardens appointed by the Department
of Game and Inland Fisheries,

» employees of the Commonwealth Transpor-
tation Board,

» law enforcement officers appointed by the
Commissioner of the Department of Motor
Vehicles,

» sheriffs and deputy sheriffs,

» employees of the Department of Mental Hedlth,
Mental Retardation, and Substance Abuse Ser-
Vices,

* State Police officers, and

» employees of local public welfare or socia
service departments.

The statutory provision for the State Police pro-
vides for legal representation under a broad range of
potential situations:

If any police officer appointed by the Superinten-
dent of State Police shall be brought before any
regulatory body, summoned before any grand
jury, investigated by any other law-enforcement
agency, or arrested or indicted or otherwise pros-
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ecuted on any charge arising out of any act com-
mitted in the discharge of his official duties, the
Superintendent may employ special counsel ap-
proved by the Attorney General to defend such
officer. Upon afinding that (i) the officer did not
violate alaw or regulation resulting from the act
which wasthe subject of theinvestigation and (ii)
the officer will not be terminated from employ-
ment as the result of such act, the Superintendent
shall pay for the special counsel employed. The
compensation for the special counsel em-
ployed...shall, subject to the approval of the Attor-
ney Generd, be paid out of the funds appropriated
for the adminigration of the Department of State
Police.

As previously mentioned, a recently concluded
criminal investigation by afederal grand jury concern-
ing the acquisition of the RF& P Corporation by the
prior VRSBoard created concernsamong somecurrent
trusteesconcerning theadequacy of their potential legal
representation, particularly intheevent of criminal inves-
tigation of possible violations of federal or State securi-
tiesstatute. During the RF& P investigation, two former
trustees and a former director incurred substantial per-
sonal legal expenses, despitethefact that they werenever
charged with any individua wrongdoing.

Dueto the types of investment decisions that the
VRS Boardisrequired to make, and dueto thefact that
investments are governed and regulated by complex
federal securitiesstatutes, thepossibility of aninadvert-
ent violation during the performance of the Board's
official duties cannot be ruled out. Such a possibility,
and the criminal proceedings and consequences that
could result, create a potential situation for the VRS
Board that is unique within State government.

Given the statutory exceptions that already exist
for certain State employeesand officials, and giventhe
uniquenatureof aVRStrustee sresponsibilities, it may
be appropriateto authorize VRSto hire special counsel
to represent VRS trustees, officers and employees in
criminal investigations and other proceedings related
to securities laws.

Recommendation (6). The General Assembly
may wish to consider legislation amending the Code
of Virginiato providetheVirginia Retirement System
with the right to hire special legal counsel, approved
by the Attorney General, to provide representation
during criminal investigations and prosecutions re-
lated to federal and State securities laws.




